marginel value of carriage of the other network.  There is absolutely no need tar Lthe twa networks
10 be perfect substitures in arder lor combined ownership to have a significant effeat on

programming [ees.

3. DIFFERENT TYPES OF PROGRAMMING

Drs, Ismel and Kalz observe thel loce] broedeast sletiens camy programming Lhnt, in al
leest some respecim. i3 clearly quile dofferent than the programming camed by RSNs™*  They
also nole that the Commission itself has observed exaclly the same thing.”  They assent that the
facl thal these two different 1ypes of networks carry differeni types of programniing shonld be
viewed as evidence Lhal these hwo types of networks are not partial snbsbhutes for one another.

While | agree thal Jocal broadeas! sletions and RSNy carry dilferen! types of programming,
1 completely reject the assertion Thal Ihis somechow implics thal these bwo Lyped of nenworks canncl
be partial mbshitutes for one another.  To the extent that subsbtulability between neraorks s
caused simply by the [act that snbscribers value increases in variety at a decreasing mie, il is
perfectly pessible and reasonable thel two very different typer of networks could be partinl
substitules for one another in the senee Lhat the velue of edding cne of the two nerwvorks decreases
condillonal on the other nebwork already being camed.

Consider the numerical example 1 described in the previous secben where the marginal
value ol carrying the first network 13 $1.00G and the iharginal value of carrying e second nervork
15 $.50. Ti1s perfectly reasoneble o inlerprel this example a5 corresponding lo the case where the

two networks carry diflerent types of prograunming.  Suppose, Tor exaple thal one of e

MSee Isvael Katz Report ffal para. 111.
¥ See Israel Katz Repors IT at para. 104.
27



networks is a movyie network and one 13 a sporls network.  Suppose all subscribers are identical
and like Lo walch some sports and some movies. It is perfectly reasonable and plausible to
hypothesize that subscribers would be willing (o pay an extra dollar to add either @ movie or sports
chanuel but, ouce one of The two liad been edded and they hed more vaniety to choose from, thal

thev would ouly be willing 1o pay nn additional $.50 1o add the secand netwark.

4. FPERFECT SUBRSTITUTES

In nddition lo notiog thar the Commission has observed thal local broadcast stations carry
dilferent Lypes of programming than RSNg, Dra. lxme] and Katz aleo quate the Commission as
having noted that the "vnigne nature™ of regional sports programming means thal there are “no
adequate snbslilnies™ Jor this type nl‘pmgranuning.n Aa Tupdersmnd the ergument of Drs. [smel
and Katz, they wenld like us to conclude that the Coinmission’s statemenl thal there are “no
adequate snbstinrtes™ for RSNs should be inlerpreled es meaning that the Commission is stating
(hat lacal _hmadcusr slatioas and RSNs cannot be partinl subslitules lor one anolher m the sense
necessary for combined ownership (o resnll in increased ptogram fees. I completely disagree
wilh this interpretation.  The siraightforward interpretation of the Commisszion’s statemenl is that
it i3 observing that Ihere are no perfect substitutes or even near-perfect snbstitutes for RSNs. ]
liave already explained why my theory ol larm does NOT require networks to be perfect
substitutes in order for combined ownetship to resull in increased program lees. It s sulficienl

that the networks be partinl substitutes in order for iny theory 1o apply.

5. DEMOGRAFPHIC DIFFERENCES IN VIEWERS

¥ Ser frrael Katz Report IT at para. 104 citing the DirecTV-News Corp. Order ul para. 59-60.
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Dirs. Israsl and Katz repor that there are soine demographic differences between viewers
ol local broadeast siations and viewers. In particnlar they note that RSNs tend to atiract an
audience that is somewhal more male and younger than the audience for local broadcast stations.
They assert (hat these dilferences imply that the two tvpes ol netwaorks canuot be parlial subatitutes
for one another. Omnce again, it is not clear why the [act that two networks have somewhat
different demogrephic profiles would necessarily iinply that they cannot be partial snbslitules for
one another. First, even il the demographics of the networks are not identical, it iway well stll be
the case thet a large mujority of individuals walch bath types of networks. 5o lang as inast
individnals watch both types of networks, it wonld be possible for mosl individuals to view tha
networks as partial substitnles.  Furlhermore, many households consist of multiple individuals
wilh dilferen! demographic characteristics.  Therefore even if nol ell individuals in a ousehold
watch both types of networks, il may well be thal n much larger percentege of households walch
hoth types of networks. Therefore houaeholds mny view two networks as being partiel subalitutes
even if individnals within the honsehold do not. Of course, it is the entire household that must

make the decision of what MVPD o subscrbe to,

5. CONCENTRATION RATIOS
Dis. Israel and Kalz define the concentration ratio for a programmer 10 be the share of total
viewing Liours thal households devote (o all networks produced by the programmier.  They
calculale concentration ratios [or NBCU and Comeast prior to the transaction and the
coucenlration ratio for the joint venture after i transaction and note that gl of these concentration

matios are relatively low compared (o the levels of concentratlion mtios thal antitrast authorities
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would madilionally view as crealimg markel power, At | undersiand their argument, they sugpest
Uiat this provides evidence that neilher NBCU, Cowmeast, nor the joint veuture have market power
aver any programming and that pe horizont:] theory of harm could therefore be true. This
coinpletely ignores the Comenission’s awn delermination thal caloulaling concentralion ralios in
this manmer is 1ot the correct way to assess the extenl of marker power in progranmillg markes.
In particular, Counnission hes repeatedly concluded (il RSNs and local broadcast networks both

creale significant smounm of market power, >/

6. EMPIRICAL ANALYSIS

In my initial report I described some empincal evidence thal suggesis Lhal joint ownership
or conerol of mulliple Big 4 local broadcast stslions m the same DPMA results in hugher
relransinisiion cansent fees. While this does nol provide any direct evidence on the 133ue of
whether combined ownerslip of an RSN and local broadeasi station will result fn increased
programming fees, it does provide evideace an the smnewhal more general point thal combined
control af wliiple must have nerworks can result in higher programming fees. However, [
certainly agree that the most direc! evidence on iny theory ol honizontal lunn as it applies o the
combinetien of NBC O&0s and Comcast RSNs would be evidence on whether combined

aowrership of an RSN and local broadeast station results in increased programming fees, holding

I For example, in its evaluation ol the DirecTV-News Corp. lransaclion, the Commission
concluded thet *“News Carp. currently possesses significant market power iu the DMAS in which it
lias the abilily to negolinle retrensmission congenl agreements on belalf of local broadvay
stations™ and jnstified this conclusion in part by observing thal “carriage of local television
broadiaal s1ations is critical to MVPD offerings.” (Ses DirecTV-News Corp. Order at pora.
201-202). It similarly conclulled thal “News Corp. curreully possesses significant inarkel power
wilh respect Lo ils RSNg within each of their specific geagraphic regions™ (See Adelphia-Time
Warner-Comcast Order at pama. 147 } based on similar ahservations.
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all other [actors constant. Inmy initial report 1 stated Lhat no such evidence was availahle and that
the evidence [ preseuted Icm the effect ol combined ownership or contro] of multiple Big 4 local
broadcast stations in the same DMA was Lherzfore Lthe best available evidence.

There is, of course, some data Lhal is polentialily available on Lhe issue ol how combined
ownership of an RSN ard local broad<aster in Lhe same region aflects programining lees.  This is
because News Corp. owns a large number of Fox local broadcast sations and RSNs and has
purchased and sold various Fox local broadcast slations and RSNs over the last decade.  Consider
any particular RSN. I News Carp. awns Lhe RSN and also owns a Fox local broadcast slation
Lthal operetes in at least part of the region served hy Lhe RSN, 1 will say thar the RSN is under
“combined ownership.” |t Fox daes nat own the RSN or il Fox does own the RSN but does not
own g Fox Jocal broadeast statian that averlaps wilth the RSN, 1 will say that the RSN is not under
rombined ownerahip. When News Carp. purchases or sells an RSN, it is possible that the
transaction will affec the combined ownerdliip status of the RSN, Similarly if News Corp.
purchases or sells a Fox local broadcast slalion, i1 16 possible that the transaction will atfect the
combined ownership stats of RSNs owned by News Corp. thet operate in the DMA served by the
Fox local broadcast siaton. Therefore, if one were able Io idenlify ransections that changed the
combined cwnership status of particular RSNs and gather fee data for each RSN for a periad both
before and after the transaction, il would in principle be poseible 1o artempl 1o determine how the
transaclion affected programming fees. Drs. Israel and Kalz rondnct & study of this son.

To Lhe best of my kmowledge, a1 the time hat ]| wrote my inibal repon, nc one had
ellemprad 1o conduci snch an exercise, and for good reason.  Because of limilalions in the amount

and type of dala available and the inherent impossibility of coutrelling for other faciors Lhal might
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affect RSN fees, it would be impossible or at least very dilficult to draw any meaningful or useful
conclusions from such a srady.  The 1wo main, related problems are that: (1) there 15 caly =
handful of such evenis; and, (2) RSN fecs can be dramacically altected by a vanety ol events thal
are difficult to control for. In parlicular, changes in winch sporls teams are camed by a particular
RSN can dramaticaliy change the attractiveness of an RSN 1o subscnibers overnight. A
contpounding factor in this particular type of study is (lat waay ol the eveuts involve a change in
ownership of the B3N isell. When the ownership of an BSN changes, it is rzasonable 1o expect
that there mey be large changes in the fees charged by the REN, simply becouse the new
management hos a differenl 1ype of stralegy or manapemenl style or becanse changes in ownership
are associaled with changes in the ieams carmied by the RSN or changes in olher importani factors
thai might affect fees. Thns, a change in ownership of anp RSN iz inherenty an event thal we
would expect 10 have potentielly large and wnpredictable effects on the RSN's pricing quile
independent of any issue associaled with combined ownership.  IF there were b very Jarge number
of such evenis, peiaps we could hope that these difficuli-to-control-for vanebles would average
oul. However, when there is only a handful of snch events o begin with, and there are inherenily
so many other factors that could affect RSN fees thal are likely o be changing al the sane ime. au
cmpirical aualysis that simply ignores all of these issues would nol be able 1o provide any useful
“inlormalion aboul the effect of combined ownership an RSN fees.

To be mon: specific abour the flaws with the erapirical analysis underiaken by D, Tarael
and Kn'z, it will be necessary for me (o describe the deta (hey consider in soinewhat more detsil.
Dis. Isracl and Kalz have annus] fee data on nll RSNs for the period 1999-2009. Define a

“transaction” 1o be an RSN/year pair where the combined ownership stats of the RSN chanpged in
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the given year. As I undersiand their provegure, Dre. Ismel sud Kaz made the judgmeni thal
having one year of data on each side of Uie ransaclion waa suflicient to allow them to investigale
for the presence or ahsence of priciug elfecls. Therefore, as 1 understand their procedure, Drs.
Ierael and Kaiz considered all transaciions in the years 2000-2008.% Based on my interpreiation
of Table V.5 iu fsrae! Katz Report i, it npppears that Dirs, Jamel and Kalz were able 1o identify

eleven trensactions o invesligate. 11zl all of iese transactions below in Table I11.1 and descrbe

the nature of exch transaction,

" This guarantees that there will be at Jeast one year of dala before the event and at least ane year of
dala after Uie evenl,
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TABLE II1.1

A LIST OF ALL TRANSACTIONS CONSIDERED BY DRS, ISRAEL AND KATZ IN
THEIR EMFIRICAL ANALYSIS OF THE EFFECT OF COMBINED OWNERSHIP ON

RSN* DATE

FERM 2008

FsM
EsU
FsM
FSW
F50
35
F5F
F50)
FS5W
F5N

L E ]

2008
2008
2008
2008
2008
2006
2005
2005
2001
2001

PFROGRAM FEES

DESCRIFTION OF THE TRANSACTION**

News Corp. sold a Fox siation in the RSN's region

News Corp. sold a Fox station in the RSN's region

News Corp. sold & Fox O&0O in the RSN’s region

News Corp. sold @ Fox O&0O in the RSN’s region

News Corp. 50ld & Fox &0 in the RSN’s region

News Corp. sold 2 Fox O&0 in (he RSN’s region

News Corp. purchased the RSN; a Fox O&0

News Corp. purchazed the RSN and already owned a Fox stalion
News Corp. purchased the ESN and already owned a Fox station
News Corp. purchased ihe RSN and already owned a Fox station
News Carp. purchased ihe ESN and already owned a Fox station

The lollowing abbrevialions are nsed for RSNs.

F5RM
FSM
EsU
FSW
F&N
ES0
F5F
58

Fox Sporis Rocky Mountain
Fox Sporis Midwesl

Fox Sports Utah

Fox Sports Wisconsin

Fox Sports North

Fox Sports Oliio

Fox Sports Florida

Sporls South

“News Corp. sold a Fox station in the RSN’s region™ means “Before the ranpsaction, News
Corp. owned the RSN and a Fox local broadcast station serving the RSN’s region. The
transaction i3 that News Corp. sold the Fox station.”

“News Corp, purchased the RSN aud already owued a Fox stalion” means “Before the
transaction, News Corp. did nol own (he RSN but did own a Fox station that opemaied in the
RSN's region. The trausaction is that News. Corp, purchased (he RSN
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The frst thing to notice aboul Uus List of transactions 13 that aix of the eleven listed
mansactions all occurred in 2008 when News Corp. sold a pumber of Fax O&QOs.  Since Drs.
lsrael and Katz have annual fee data from 1999-2009, lhis means thet they only heve one
post-transaction year of data for RSN fees for these six transactions. Furthermore, it is typically
the ¢ase that programmers and MVYPDs sign multi-year ngreements.  Therefore it may well be the
case that many of the RSN fees paid n 2009 were determined by conlracis signed priar 10 News
Corp.’s sale of the Fox affiliates. Therelore, in my judgment, these six transactions should not be
included in the study. This leaves Drs. Israel and Kalz with only five transactions.

Examination of these five transactions shows thal all of theny involve News Corp.
purchasing the RSN.  As | stated above, the inherent problem with looking a1 RSN fee data
arourkd Lhe time ol an ownemhip change is thel we mighl expect there to be large changes in the
F.5N's fee structiure &l this point due 1o changes in ownership thal are completely norelated o any
combined owmership elfect. For exemiple, just prior 10 News Corp. purchasiug Turmer Sonth in
2006 frow Tumer Broadcasting, the network showed a variety of regionally-oniented
programming end, m parlicular, did not restrict itsell 1o showmyg anly sports progmmming.
Howaever, afier purehasing the network, News Corp. changed he network’s name 1o SporlSouth
and changed its focus so thal it exclusively showed regional sports programuing.”  This
trensfonnation iu programming focus may well have resulled in signiticant changes in program
fees quite unrelared o the combined ownership effect.

Finally, recall thal encther general problem I identified above is that RSN program fees can
change dramalically and unprediciebly due Lo changes m the sports leams that the network carmies.

IF a 1eam change oconfs at the same time as an ownership change, it would be critical (o conitol for

*See Mike Reynolds, “Network Reclailus Old Name. ™ Multicliannel News, Oclober 7, 2008,
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the team change. Dis. lerael and Kailz make no altempi of any sart 10 coniral lor changes in the
teams thalt RSNs carry.  In particnlar, note that one eveni (hal Drs. 1amael and Katz mnclude in their
analysis is News Comp.”s acquisilion ol a controlling interesl in Fox Sports Chio in 2005, They
attribute any subsequenl changes in Fox Sports Ohio’s fees (o this change in ownership.
However, during this sawe year Fox Sports Ohio experienced a major team loss, as reported inn
declaration of the President of Maszillon Cable TV that is ancther MVYPD thal operates in this area

and camies Fox Sports Olio.

“lu 2003, Massillon had an agreemenl with Fox Cable Networks, Inc. (“Fox™) 10 carry Fox
Sparts Net Ohio (“FSNO™). The vast bulk of ‘marquee’ live sporting events carried cn
FENO - more than twao-thirds (2/3) of the professional sports conlenl — was Cleveland
Indians bnseball games. On December 26, 2005, the Cleveland Indians emuonnced that its
Wwas creating ils own fegional spons netwark, Sports Time Ohio, sud moving all of ils
games [rom FSNO."
This event may well have significantly reduced the level of program feea thal Fox Sparts Ohio was
able to charge. Thus, evenil the effect of combined ownership in 2005 was 1o mise programmicg
fees, e loss of the Cleveland Indians may well have caused an even larger reduction in program
fees, Thus il is cenainly possible that the nci etfect on Fox Sports Ohio’s fees from all ol the
events of 2005 was to reduce 115 program [ees.  Dra. lamel and Katz would uterprel this as
sugpestng that combined ownemship can reduce program fees, 1 think il would be mare correct 1o

interpret this an example of 2 uncontiolled-for events thet myalidates their nnalysis.

Therefore, of the [ive remaining transaclions thal might in principle be reusonable events

Y Deciaration of Robert Gessrer, Attsched to Reply Comments of the Amcrican Cable
Association, In the Matter of Comcast Corporution, General Efeciric Company, and NBC
Universal, Inc. To Assign and Transfer Contrul of FCC Licenses, MB Docket No. [0-56, Angusl
19, 2010 (“Gessmer Declaoretion™) al pars. 4.
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for Drs. Ismel and Katz to study, my own very lituiled seerch for uncontrolled for eveuts has
revealed that for al least two of the transactions, there were uncontrolled for evenlts that likely hed
a signit'ic-alll; effect ou pricing. My seareh for uncontrolled for events was not exhaustive or
complete. It is very possible thal uncontrolled for events also occwrred along with the ather three
transactions. Therefore I would view even lhese three remaining transactions aa being suspect.
Thercfore, al best Drs. Ismel and Kalz are 1eR with three suspect ttansaclions o analyze.

In summary Lhen, although D, [smel and Kalz have conducted an empirical study thal
alempis 10 measure Lhe effect ot combined ownership of an RSN and local broadesaster serving tha
same region on program fees, there are simply (oo many flaws with the study and the data for these
results m provide any uselul information on the issue they claim (o be studying. Tiwerefore, the
evidence I repont on the effec! of combined ewnership of multple Big 4 broedcasiers in the same
DMA on retranamisasion consent prices is slil! the best available evidence on this issue. While nol
directly addressing the issue of whether combined ownership of an RSN and local broadcast
station in the saine region will reise programming fees, il provides gvidence on the more general
poinl that combined ownership of multiple 1nust have networks can resull in higher programming

feaa,

IV.REMEDIES
1. INTRODUCTION
Wilh my advice, (he ACA has constructed a set of conditions thal I believe would
substaniially address both the vertical and horizonia]l harms of the transaction that 1 have

identified, while still allowing the ransaction lo proceed. A siatement of the proposed ACA
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conditions is included in an attachment Io the ACA reply comments.®’ I this sectian I will begin
by briefly reviewing rwo impornant poinis relevant 1o the issue of condilions that 1 discusaed in my
imitial paper. Then [ will describe the ACA condilions ad explein why they will address the
vertical and horizontal harms created by this transaction, both for larger MYPDs and their

cusiomers mid for smaller MYPDs and their cusloiners.

2, PROGRAM ACCESS RULES

Program access rules are in a general sense intended 1o prevent vertically integrated
programmers from discriminating against unaffiliated MVPDs,  Althougl they do not apply 1o
reransmission consent agreements and it is nol clear whether they apply to on-line programming,
it would certrinly be poasible to extend their npplication Lo these types of programming as a
condilicn ol approviug e ensaction. Therefore, two natural first quesiions o consider are;
{ 1) whether il would make sense 1o extend the application of program access rules W these types ol
programming ag a condition of the ransaction; and, {17} whether this simple condition would be
sufficient 10 address the vertical harmi created by liie Ganssclion.

In my initial repon, [ described two significant problems with program access mles over
and nbove the faci hal ithey do nol apply 1o some types of propramming.  The firat problem ia e
“quattily discouuts loophole.” This problem occurs because program arcess rules have beeu
interpreled as allowing a vertically inlegrated MVPD siguifican! freedon: to cherge competng

MVPDs higher retes for programming then it charges ilself, so long as e competing MYPDs

%ee “ACA’s Proposed Comeast-NBCU License Transfer Conditions,” Aftachment C in 4C4
Reply Comments, In the Matter of Applications of Comcast Corporation, General Electric
Company, and  NBC Universal, Inc., to Assign and Transfer Controf of FCC Licenses, MB
Docket No, 10-56, August 19, 2010("4ACA Reply Conunerts”)
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have a smaller number of snbscribers than the vertically integrated MVPD. Since Cowicast is the
nation’s largest MVPD, this means that progran: access rules would be particularly ineflectual in
limiting the extent to which Cowncast-NBCU will be able to discriminate against {ts novals. The
second problew is the “arbitrary transfer prices™ problen.  This problein occurs becausc
verlically Inlegrated firms who wish 1o charge high discriminatory prices to rival MVYPDs may be
able to de so withoul vielating program access rules sumply by raising the internal transfer price
they charge themselves Lo Lthe same high level and then instructing their downstreain divisions to
continue lo purchase the integrated prograinming at ariticially high inlernal transfer prices.

I believe thal even given Lhese problewis, program access mles may liave some impaci on
limiting the extent to which vertically integrated firms cen discriminate against rivol MYPDs.
Furthermore, (he non-exciusivily provisions of program access rules play the desirable role of
prevenling vericnlly integratad firms [rom aimply announcing ihar they will not sell their
programuing to rival MVYPDs al any price. Therefore, I believe that it would be desirable for the
Couunission to iimpose couditions on (his trausaction that require Comcast-NBCU's
relmnsmission conseol agreemenls und its camiege agreements for online programming to both be
subject to the nondiscrimination requirements and non-exclusivity requirements of program access
rules. However, these condilions alone will clearly not be sufficient (o fully remedy the vertical

hanus of this rensaction.

3. BINDING ARBITRATION
In previous fransactions with vertical harms, such as the DirecTY-News Corp. and

Adelphiu-Time Wamer-Comcnsl| transactions, one remedy used by the Commission has been to
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give partics that purchase certain classes of programniing from the combined entity the right to ask
for binding baseball-style arbitrabon with ;napdatory inisrim carriage in the event that a dispute
over program lees caunol be resolved.  The purpose of the arbitration is to determine a fair
market value for the programming in question.  1n this repon 1 will refer to this arbitration process
as llie “regular arbilration process™ o distinguish it from ansther erbitralion pocess which the
ACA condilions would also implemenl which 1 will refer 10 as the "'special arbitralion process lor
smaller MVPD5.” The important point that 1 wish o make in this section of my report is Ut the
regular arbitration process has tumed cut to be unalfordable for smaller MYPDs. 1 believe thar
muking the regular arbitration process available to MVYPDs would be a very reasonable conditiob
[or the Commission lo consider in order to help protect larger MYPDs and (heir customers from
the competitive haris of this transaction. However, the fact thal il is noi alfordable for smaller
MVPDs means that additional conditions still need to be adopted 1o protect smaller MYPDs and
their custormers.

The exsentiul econnmic issne is that the costs of engaging in an arbitration are relatively
(1xed regardiees of the number of subscribers that an MYPD has.  However, the polential benefits
of engaging in an arhitration - Jawer programming lees - are of course directly proportional 1o the
number of subscribers that au MVYPD las. Therefore, incurming the cosl of engaging in a
foll-blown arbiralion proceeding becomes progressively less altraclive to an MVPD as ils
snbscribership decreases.

For purposes of designing an approphiale st of conditions, the Commission will have
determine of the level of MVYPD subscribership below wlich this type of arbitration hecolnes

unatfordable. The key parameler in such a calculation i3 of course the ol cast of engaging in
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such an arbitration. In my initial repor, 1 noted thal Colleen Abdoulall, Uie CEQ of Uie cable
sysiem operator WOW! hes testified that, when her company was faged with e decision of
whether 1o undertake such an arbitration, il determined thal the likely cosl would exceed $1 million
and thai this esiimaie did nol include [he cosi of the 1ime thal WOW! s own management and
employees wonld need to devole o the arbitration™ Since I wroie my original repart, a
declaration by Roberl (Gessner, President of Massillon Cable TV, Inc. has been filed with the
Conymission in which he describes his actual experience when he atterepted 1o nse the arbitrauon
process Lo settle a dispule with Fox Cable Networks, lne.  He repons that his acrual ercbitrerion
cosls were approximalely $1 million and that this cosl ezsimate dnes not include the cast of the
lime that Massillon’s own inanageinent and employees devoted ta this issue.*  Based on thiz
evidence, I conclude thar §1 million dollars is u reasonabie estimale of the cost of participating in

such an arbitration and may actually be sommewhat conservative in the sense that it does not include

* “The FCC sought 10 tighten Lhese loopholes in subsequent Lransactions between content
providers and distribntorz, for inslance, by permitting complainanis to use third-party erbitration
or collectively bargain for rights. Bot here again, proprammers affiliated with larper cable
operstors quickly found how lo beal the systewn, WOW! considered using Lhe arbitration process
nuposad on Coancasl in the Adelphia decision but detennived Lhe cost of the process was likely 1o
exceed §1 million, take one year or longer, and require key personnel to lake Jarge amonnis of tine
oo their regular jobs. 1o other wonds, the 0osts o using arbitration were going Lo be cleose enough
1o Lhe extra price Comeast was going (0 charge us in the first place. Iuslend, we had 1o choice but
to “‘eat™ an enonnous rale increase W carry Comcast’s RSN, In effect, the program access process
liag esseniially given s B righl wilhoul a remedy. I would be a prave error to buy into the
contennen ¢f Comeas! end WBC Uwiversal thal these processes conslitute a legitimale backstop for
anlicomnpelifive harms veising trow the deal.”  See Testimony of Collecn Abdoulah, President and
CED, WOW! Board Member ACA Befare the Sernate Subrommitiee on Anfitrust, Competition
Policy and Consumer Righis, February 4, 2010 al page 8.

HuWhen all costs of arhilration are considered, Massillon spent approximately $1,000,000 from
the date of Lhe arbitraiion request {Qctoher 2006) through the present day. The amount does nol
include the considerahle out-of-packer costs (including ravel expenses) incwmed by Massillon and
substanlial time und resounces spent by Massillon management and employees (o participale in the
dispute and arbitration process.”  See Gessner Declaratipn st para. 15.
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the cost of ke Lime that an MYPD’'s owill managemenl and employees wuul;i need o devare to the
arbitratioo.

1 will paw suggest ane possible approach that the Commissicn could use Io determine Lhe
level of MVPD subscnbership below which ihis type of arbitation becomea mnalfordoble.  In
particular, | will describe & set of payofts thal could be iuterpreled as describing a “reasonably
strong™ case: for which the Commission would hope that arbitretion would be o feasible alernative
for an MVYPD und calculate the level ol subscribership for an MYPD al which the MVYPD would
view Lhe expected benefils of the arbitration as being exectly equal Lo the cos. This would mean
that ay MVYPD with uny lower level of subscnbership would be unwilling 1o engage m arbitration,

Suppose thet Comcast-WBCU is raising the fee for a panicular network above its {air
market value by $.50 per subscriber per month.* Suppose that an MVPD believes that il hes a
50%b chance of winning an arbitration <ase on this issue, which would resoll 1o 2 fee decrease of
§.50 per subscriber par mouth over e life of he contract. 1 will assume st 1he contract Jasts 3
years {36 monlths) and Wt the MVYPD uses a cost of capilal of 10%. Staighttorward caleulanon
shows that e expecled discounted gain to e MYPD o engeging in an arbitalion s then equai
to §7.80 per subscriber. **  If he MVPD lLas s subscribers (hen its expected net benefil to

participaling in the arbitration is given by

780s - 1,000000 (IV.1)

“Recall ihat this is the approxilnate omount that I predict retransmission conseqt fees will nisc by
due o the vertical aspect of the lrensacton in the six DMAs wilh an NBC O&0 where Comeasi
has a substantial presence os a cable provider.

**Tha present discounted valng of $1 per month for 36 months using an annual interest rete of 10%
i8 $31.20. Therefore the present discounted volue of the expected fee merease from arbitration is
equal to %2 x §.50 x 31.20 or $7.80.
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The lirst term ol Equaltion (IV.1) is the expected benefil from winning the arbitration and the
gecond lerm is the cost of the nrhitration. Let * denole the level of snbscribership at which the

MVPD would jusi break even from participating in the arbitration. 1L i3 given by
¥ = 1,000,000/7.80 = 128,205. {(Tv.2)

Based ou this calculation, it herefore appears (hat ai MYPD with [ewer than approximately
125,000 subscribers lor any particular piece ol programming would nol lind it affordable to enter

into arbitration even when it had a reasonably strong case.

4, THE ACA CONDITIONS
In this seclion I will describe Wie condilions being suggested by Lhe ACA and explam why
they would subscanlially address the competilive harms ol the transaction that 1 heve idenrilied for
both large MVPDs as well as smaller MVPDs.%  The set of conditions that the ACA is proposing
cen be divided into five wain groups. I will consider each group of condilions separalely and
explain (he ecanomic role that each poup plavs in emedying the harms of the transaclion. The
gection numbers in parenthesas in each sub-litle below refer 1 the numbeting used in the formal

stalemient ol the condilions,

*®Recall that a complete stalement of the ACA proposed condilions is contained in attachment C 1o
the ACA Reply Comnenis. '
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Program Access Cnnditions (Section 11.A)

This group of conditions simpiy exlends Lhe applicability ol the nou-discriminntion and
non-cxclusion requirernents of program access rules m apply 10 Comeasi-NBCU's relransmission
consenl ngreements and its caringe agreements for enline prograinuing.  As disrussed above,
while these conditions will likely place some additional restraint o Comeasl-NBCU’s abilily to

disadvantage fval MVPDs, they will ciearly not be sufficient o fully eddress the problem.

The Regular Arbitratino Process (Sectinn IL.C)

This condition ollows MPVDs purchasing programming from Comecast- WBCLU (o request
baseball-style bindiog arbiuration and is the iype of condition that the Commission used to remedy
vertical competitive harma im both the DirecTV-News Corp. and Adelplia-Time Wamer-Camcast
oansaclions. As [ ooted above, [ will refer to this type ol erbitrations process as the “regular
orbiirelipn process™ 10 distinguish it from another type of arbitration process whict the ACA
copdinons also implement (and wlich will be described below) which will T will call the “special
arbitralion process for smaller MYPD:

An imponant peint (o note about the sepular arbitration process in the context of the
Comenst-NBCU mansaclion is that it cen remedy both the vertical and honzonwl compeltitive
harms of (e (ransaction. That is, (o the exlenl thal the arbitation process zllows MYPDs to
cbtain programming rom Comenst-NBCU ot fair market value, it will prevent Comeast-NBCU
from charging fees higher lhan lair niarket value regnrdless of whether (be problem originates with
e horzootal or vertical aspecl of the transaciion. The foct that the condilien remedies hoth

vertical and horizonlal competitive harma is one of the raricnsles for applying il o all types of



Comcast-NBCU programming and not just 1o progremining thal wad owned by NBCU prior to (he
trensaclion. In parlicular, it provides a rmtonale lor applying the binding arbitration condition (o
Comcasl R5Ns.

Noie thal the ACA condition mekes binding arbitration available for MVPDs purchasing
any lype of programming rom Comcast-NBCL, including NBC O&0Os, Comeasi RSNz, and
nalional cable networks.  [n pasl iransectioas the Commission has linited the availability of
binding athirration o carmiage agreemenis [or local broadcas) stations and RSNs.  Targued in my
imitial report that the block of popular NBCU national cable networks has mrings as high or higher
than mest of the Big 4 broadeas: networks and thal it is plansible that withdrawal of 1lis block of
programuming mighr have ac larpe an eflect on an MVPDs subscribership as withdrawal of the
signal of an NBC ©O&0 or RSN.¥  To the extant that this is true, (e rationale for making the
binding acbircation remedy aveilable to MYFDs that purchase carriage of NBC O&04s or RSNs
applies equaily well to MVPDe that purchase camage of national cable nerworks.

As | explained above, the main problem with this type of coadition is that smaller MVPDs
have found [lis type of arbitration w be unatfordable. Thus, wlhile it inev remedy the harms of the
transaciion for larper MVPDy und theit cnslomers, it provides litle relief for amaller MVPD5 and
their customers. The remaining condilions are largely focused on providing Lhe same reliet for

smaller MVPDs thet the regular arbitration process will provide for larger MVPDs.

Stand-Alope Agreements for NBC O&Os and Cumeast RSNs (Section I1.B)
This group of conditions reqoires (hal when Comcast-NBCU enters in carriage

egreements for NBC O&Os or RSNs with any MVPD, thal il sign a separsie agrecment for each

Hpe Rogerson Report { at pages 9-10.
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NEBC 0O&0 and a separsle agreement [or each REN.

The purpose of Uns group of conditons is w dramatically increase the ransparency of
Comcast-NBCUs pricing arrangements lor its R3Ns atd NBC O&0s in order ta reduce the cost of
arbitralion over Lhe pricing ol these hypes of progmmming.  When muluple different types of
programming are bundled logetlier in a single vamage egreement, there iz aa dimple way 1o
determine Lhe rate that eacl; individua) ilem of programming is being sold for.  Thus Lhe issue of
determining the lair market volue of any particular type of programming becomes rauch more
difficuit and complex. The fac thal Comcasi-NBCU will be requirexd 1o use stand-alone
agreemenis for camiage ol each of ils NBC O&(Os and RSN weans thet the it will be relatively
straightforward for an arbilrator 1o determine the rares thal Conscast charges otlier MYPDs for
NBC G&bs and RSNs. Ol'course a complele determination of [air market value may siill require
consideration of the rales that other prograunmers charge for similar (ype of programming as well
as faclors such as e adventisiug revenue Lhat the programming generales. Thus the
determination of fair market value m Lhe regular arbitration process may still be somewhat
complex and costly. However, even a moderate reduetion in lhe cosi of llie regular arbitralion
proceds would be of benefit.  Furthermore, as will be described below, Lhe increased ransparency
af Comcast-NHCUs priciug [or carmiage of NBC O&(s end RSNS will heve en even more

dramatic etfecl on reduciug the costs of (the new special arhitration process for smaller MVPDs.

Special Riles for Smaller MYFPDs (Sections II1LA and IILB)
Tlig group ol condilions requires thal Comeasl-NBCU make carriage of its NBC Q&0Os

and RSNs aveilable lo smaller MYPDs ot rates no more than 5% higher than the best rates Lhat



Comcagt-NBCU offers any MVPD. The purpose of this group of conditions is 1o provide smaller
MVPDs with the same protection from programming fee increases for carriage o[ NBC O&0s and
RSN& that larger MVPDs will receive firom Lhe regular arbitration process elready descnbed
above. A special comimercial erbitmaiion process for smallec MYPDs is established that allows an
MVFD (o {ile a complain if it believes thie cordition is nor being met. I an MVPD files a
complainl, Comcasl-NBC1J will be obliged 10 formally make tha MVYPD a final offer and 1o
provide an arbitralor with both he final offer and wilh access 1o all of its contracts so (hat the
arbitrator can rake an independen! inlerpretation of wheiher the cate in the {inal offer is no more
then 5% higher than the best rate Lhet Coineast-NBCU offers any MYPD lor the programming in
question.  IF (he offer meets Lhe condition. this becomer tha carriage agreement. IFit does not
meet the condiricn, the arbitrator adjusis the mie appropriately so that the condition is met and then
(his edjusied offer becomes the camage agreemsenl.

The key point Lo notice ia thal. becswse of the condiboas described above thal require
siand-alone contmacling for NBC O&03 and RSNs, the arbitration pracess required to determine
whether the 5% condition iz bemg met will be extremely simple and therefare very inexpensive.
In particular, it should be affordable my most smaller MYPDs.  Since the siaud-alone contracting
condition aiready will result in a comipletely tansparent price 1or eacli carriage vgreement Lhat
Comecast-NBCTI sigus {or NBC Q&3 end R5Ns, und he arbitrator will have accese (o all of these
coltracts, the only issue of any substance to deal with will be that the particular terms and
conditions ander which camiage of a given NBC O&Q or RSN is provided may vary somewhat
from MYFD to MVYPD. However, il is a siandard commiercial practice in the programming

industry, for purposes of enforcing MFN agreemenis, lo caleulate dollar equivalenis lor yvariations
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i terms and condilions.  Such caleulations produce a so-called “Net Effeclive Rale™ for each
coniract that provides the effective mie correcled for differences in lerms and conditions. The
condilion insiructs the arbitraior to follow this slandard commercial pracbice.  Namely the
arbitralor is instructed 1o deal with variations in tetms and conditions by calculaling e net
effective rale of each ngreement and then simply checking if the uet effeclive rate being offered 1o
the MVPD no more than 5% higher than the lowest el efleclive mle meeived by any MVPD for
the prograuuning in question.

Three additional poinis to nole about 1his group of conditions are as follows.

First, the provision that rates for smaller MY PDs inny be 3% higher than the best rates thai
Comeast-NBCU olTers any MVPD is meant 1o allow for the fact that there may be some cost
savings assacialed with contracting with larger MVYPDs m Lhe sense that the fixed cost ol
contracting can he spread over a larger nuinber of subscribers. [ believe that 5% is likely e very
generous over-eslimale of the extenr to which programuners’ per subscriber cosls ol dealing with
smaller MVPDs are higher than their per subscriber cosis of dealing with larger MYPDs. 1n he
course of reviewing Ihis transaction, tlie Commission may consider assessitg [or jelf he
magnitude of such cost dilferences and use this lo delennine the appropriale pereentage.

Second, the rationale for defining “smaller MVYPDs™ as beiag MVYPDs with 125,004 or less
subscribers for tha programining in question wns deveioped wn Section [V.] above.

Third, iwte that the arbitralion process is this case is not baseball-style arbilration where
bolh parties make offers and the arbitrator selects tha ofTer that most clotely meets the coudition
specified in the arbitration rules.  Instead, only Comcasl-NBCU wakes a fual oller and then the

arbitralor directly delennines if this offer meets the 5% condition or not*®  The mtionale for using

B Under baseball-style arbilration, bath Corncast-WBC U and the MVPD would inake final ¢oTers
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this simpler type of arbuaation is that, aince Comcast-WBCU and the nrintrator will both have
access o all of Comcast’s conlracts and the MYPD will not, Comeast-NBCU and the arbiirator
will bath have vasllv superior inlormalioy abaul the value of the correct rate (han will the MVPD.
Furthermor: under the specified abitration process Comcast-NBC1) will know tlal il has to
choose 4 rale that meels the 5% condinon because the arbitrator will find it very casy 1o delermine
ifthe candition is met. Therefore there will be na need (or advantage) o iy o involve the MVPD
in a more aclive way. Thet is, the arbitrator is the appropriate actor o discipline Comeast-NBCLU
because il will heve access m the same information that Coincaat-NBCU has access m and it will

be simple and inexpenaive far the arbitrator o directly detennine if the 5% condition js wnet.

Special Rules for Barpaining Agents (Section I11.C)

The previcus group of conditions 19 designed 1@ protect smaller MYPDs from
programming [ee increases for carriage of NBC O&(Fs and Cowncast RSNs due to the transaction.
This group of condifinne is designed to provide smaller MVPDe with pratection from
programming fee incresses for natianal cable networks due te the mansachion,  This turns out w be
a simpler problem 1o address becapse of (he [act that the Mational Cable Televigion Cooperative
{NCTC) a]faad}r acls as 2 bargaining agenl on behalt of wnost smnller MYPDs and collectively
represenis all ot them in negotiations over fees lor natonal cable nelworks.

The wanner in which the NCTC negntiates agreemenis ou behalf of ils members is as
follows. The NCTC begins by negotiating the termes and condilions of a cerriage agreement for a

particular netwark or group of nefworks with a programmer. Al the time Lthe ngreement is

and the arbitrator would chooge tha ofFer that is closest 1o being 5% higher thau the best rate that
Comcast-NBCU offers ahy MVPD for the programming m uestion.
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negoliated, the NCTC has no autherity to commil any of ita mernbem; o accepl the egreement,
Rather, afier the sgreewnent is negotiated, members of the NCTC have the option I opt iowo the
agreement if they wish. [u e tlerms of the formal language of the ACA conditiong, the NCTC s
4 bargaining agent whose imcinbers “are nol bound by the prices, terms, and conditions enlened into
by the bargaining agent.”"”

It is generally the case jn the programming industry that, holding all other luctors constanr,
that an eutity purchasing comiage rights for programming will be able 1o negoliate a lower per
subscnber programming fee as the number of subscribers it is purchading programming for
ucreases.  The main purpose of the NCTC is o atempt Io obiin lower rates for its members by
cetlectively negotiating on their behall.  Programuiners and the NCTC deal with the [ct that the
NCTC 18 not able to commil ils members i advance by negelialmpg differen: rates depending on
the actual number of subscribers that end up receiving the programming under the egreerment.
Higlier numbers of subscribers generally result in lower per subscriber rates. 1 will refer 1o a rate
schedule that specifies Ibe actual per subscriber rate thal will be paid as a function of the rotal
number af subscribers 1hat actually end up being served umler the ngreement as a “condilipnal rate
schedule.”

This gronp of conditions lakes two diffetent approaclies 1o strengthening the NCTC’s
abilily o negotiaic better programming fees on behalf of its inembers.  The first approach,
described by Lhe conditions listed m Seclion IILC.1, i3 1o mote clearly require Comeast-WBCU 1o
allow NCTC 10 uegoliaic contracis an hehalf of all of its members, includitig its largesi members.

In panicular, programmers sometimes mlorm the NCTC Thal some of its memnbers will not be

*Cee ACA’s Proposed Comeast-NBCU License Transfer Conditions, Appendix B of (lis reporr,
Sections 111.C, 1.b and [11.C.2 n.
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eligible w opt into particular agreements.  Other programmers simply refuse o negohate
condibionel rale schedules for large subscriber levels correspouding Lo Lthe case where most NCTC
members, including its largesl membess, opl mto a deal.  Fiually, il may be that some
prograiumers pressure parficular MVPDs that are members of the NCTC lo agree 1o separntz
carriage agreements Lhat contam the provision thet they are not able w opl iuko deals negotated by
the NCTC even if Lhese deals contain betier tetms. The conduians in Section 111.C,| prohibit
these types of behaviors. Tu e sense these are relalively weak condilions, since nothing would
prevent a programmer subjecl 1o them from simply annauncing a rale echedule thal specifies Lhe
same high rale regardless of (he lotal number ot subscribers Lhat end up being coversd by
agreemenl. Similarly, nothing would prevent larger NCTC membens from accepling individual
programming agreemennts that coumitied them not to ope into NCTC deals so long as they found
these deals more atraclive than deals that did not require this commianent. However, based on
my discussions wilh NCTC siaff and wilh ollier industry participanis, there is a general beliel that
requirng Comenst-NBCL! 1o apree 10 these *good [aith"” condilions might well resull in NCTC
being able w negotiate deals that more of it members would opl into and that result in all of them
payiug lower progranuning [ees. I certainly see no hani in the Commission edopting this rype of
condition. At minimurm, it migly provide nseful informalion on the efficacy of this type of “good
faith” condition that could inform (he Commiission’s decision-making in fuhare transactions that it
considers.

The secand approach, described in Seclion 1J1.C.2 of the condilions, provides e much more
tangible inechanisin thal will increase the abilitvy of the NCTC i achieve lower program mies

more commensurale will; tie aggregale subscnbership ofite inembers.  This approach gives
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NCTC Ihe same rights as any individual MVYPD lo cequesi chat the regular hinding arbitration
process be used to determine the ler markel value for progremming.  Furthermore the binding
arbitration process is used 10 deferming an entire condilional maile schedule aver the eulire: range of
subseribership levels that the NCTCs mensbership could provide.*®  The condition inatructs the
arbitralor thal the fair market value o[ Lhe programiniug al any subscribership level is defined to be
the fair markel value of the programming for an MVYPD will this number of subscnbers.

By allowing smaller MY PD3 1o collectively engnge in a single arbitration 1o delermineg u
fee that they all puy, this approach completely finesses the problem that individual smaller MVPDs
are not ahle to afford the arbitration process.  Thus, through thiz approach,  ihe regular arbitration
process would eesentially become available to smaller MYPDs for the case of nalional cable

neiworks.

V. CONCLUSION
In iny initial eport { Ragerson Report 1), 1 described and estimnied the magnitude of two
significant competitive harms that will result from this transaciion. The Applicauls for this
Lransaction subssquently submirted an economniic report by Drs. Mark [srael and Micheel L. Kalz
{Israe! Katz Repori Ify meant g refulg the analysis in my inital report.  In Uis follow-up repon, 1
have presented wiy owu analysiz of Iyrae! Katz Report II.  In particular, 1 have explained why this

report feils to successfully refule anpy of the argoments that [ advanced in my witial report. [

*Specifically, it allows the MVPD w select a set ol diftersut subscribersliip levels, where cach
subscribership level can be any number lesz than or equal io the uggregate number of subscnbers
ol ils enlire membership, and ask [or binding arhitralion lo determine a rale for each subscribersliip
level. Baseball-style arbitration is used to set the rate for each subscribecship level.  That is,
both firms announce 2 rate for each subscribership level and the arbitrator chaoses the rate closest
lo the fair markel value of the progremming for each subscnibership level.
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